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Litigation involving financial matters often 
requires hiring a CPA as an expert witness. 
O ne side or both in a dispute may hire their 
own experts to separately gather the facts, 
form u late conclu sions, and presen t th e ir 
opinion before a  judge or jury. However, with 
the high costs and administrative logjams of 
today’s legal proceedings, the use o f a jo in t 
or a cou rt-ap p oin ted  ex p ert is becom in g  
m ore accepted. T h e parties in dispute can 
decide to use a jo in t expert or the court can 
appoint a jo in t expert. Before accepting an 
appointment to act in this capacity, the CPA 
should consider the pros and cons o f becom ­
ing a neutral1 expert.
A court-appointed expert is usually desig­
nated under the state rules that are the equiv­
alent o f  Federal Rule 706 o f the Rules o f 
Evidence. Similarly, the state equivalent o f 
R u le 53  o f  th e  F e d e ra l R u les o f  Civil 
Procedure deals with court-appointed special 
masters or magistrates. Som e ju risd ictions 
have sp ecific  local rules governing these 
appointments.
The role o f a special master or magistrate 
may be the same as that o f the neutral expert, 
but it usually also has the ju d g e’s powers dele­
gated to it in deciding certain generally nar­
row issues.
1 The legal com m unity often refers to court-appointed experts as neutrals.
When the expert accepts 
th e a p p o in tm e n t, th e 
engagement letter or court 
o rd e r  sh o u ld  d escrib e  
specifically what the court 
or litigants have asked the 
expert to do. It is essential 
that the parties have a clear 
understanding o f what the
expert is to do and how it is to be done to pre­
vent expectations being unmet or fees being 
perceived as excessive. When the court order 
is written in broad terms, the expert should 
consider supplem enting it with an engage­
ment letter developed after an initial meeting 
with the lawyers and, sometimes, the appoint­
ing ju d g e  (see sidebar “T en  Engagem ent 
Letter Tips for the Court-Appointed Expert”).
BENEFITS OF USING A JOINT
OR COURT-APPOINTED EXPERT
Both the parties and the trier o f fact gener­
ally b e n e fit  from  using a jo in t  o r cou rt- 
appointed expert. The benefits include:
▲ Narrowing of issues. Accounting is the lan­
guage of business, and many times the parties 
and the trier o f fact need help in understand­
ing this language. For exam ple, CPAs are 
often appointed by the court to render opin­
ions in divorce cases involving business valua­
tions, child support, alimony, and characteri­
zation of separate and community property. 
CPAs are generally better qualified to analyze 
tax returns and financial statements than are 
attorneys, the jud ge, or the jury. CPAs may 
also be appointed in com m ercial litigation 
matters including shareholder-partner dis­
putes, contractual disputes, and certain issues 
tried in tax court. CPAs can help to identify, 
narrow, and simplify the financial issues so 
that they are better understood by all parties 
to the dispute.
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▲ Reduced costs. W hen both parties are com­
fortable with the jo in t  or court-appointed 
expert and the process, the use o f one expert 
can reduce the time required for information 
analysis, report preparation, meetings, discus­
sions, depositions, and testimony. Costs may 
also be reduced if the expert’s engagement is 
structured in phases. For example, an initial 
phase may be designed to provide the parties 
with the expert’s preliminary opinions on the 
issues. After the expert com m unicates the 
findings at a jo in t m eeting with the parties 
and their attorneys, the parties may settle the 
issues or instruct the expert to go forward 
with an in-depth investigation or an investiga­
tion o f limited scope with narrower issues. As 
would be expected, deposition, preparation 
and planning, and testifying are far m ore 
costly when they involve two or more experts 
rather than one.
▲ Access to both sides. An expert hired by one 
side o f the case may be perceived as biased 
only because he or she is given lim ited or 
one-sided inform ation rather than all the 
facts. An expert for one side o f the case may 
also have direct access to information that an 
opposing expert must obtain through formal 
discovery processes. As the court’s expert or 
the agreed-upon expert, the CPA more read­
ily obtains information from both sides. The 
expert should consider withdrawing from the 
appointment if either side is unwilling to be 
entirely forthcoming with the pertinent infor­
mation requested or is untruthful about doc­
uments or explanations.
▲ A level playing field. The adversarial system 
of justice presumes that each side o f the case 
will be adequately represented, but not neces­
sarily equally represented. Situations arise in 
which one side may be unable to pay for its 
own expert or to pay the expert to do as in- 
d ep th  an analysis as may be w arran ted ,
thereby giving an advantage to the side with 
the money. The use o f a neutral expert may 
help level the playing field in terms o f finan­
cial resou rces. W hoever pays, the cou rt- 
appointed expert’s responsibility is to be fair 
and impartial.
▲ Right to a second opinion. W hen the neutral 
expert has rendered an opinion, each party 
may still have a r ig h t to  c h a lle n g e  th e  
expert’s views. This might occur at an infor­
mal hearing of all parties and may result in 
new or clarified inform ation and corrected 
m isunderstandings. A party’s p erceptions 
may change or the expert’s investigation may 
be reopened or expanded. If  still not satis­
fied, either side can hire its own expert. The 
newly h ired  exp ert can discuss his or her 
observations with the court and additional 
information and corrected misunderstanding 
may resolve the matter, albeit with more time 
and costs incurred. If  still unresolved, the 
new ex p e rt may ultim ately  testify on the 
client’s behalf.
ISSUES TO ADDRESS
Some CPAs avoid taking on the role o f the 
jo in t or court-appointed expert because they 
perceive that dealing with all the parties will 
require increased communications and that 
th eir responsibilities will increase as well. 
CPAs may en cou n ter problem s when they 
becom e jo in t or court-appointed experts, but 
they can address these problems and success­
fully provide services. The situations they may 
encounter are related primarily to the follow­
ing issues:
▲ Maintaining integrity and objectivity. From the 
accep tance o f the role o f court-appointed 
expert through the entire engagem ent, the 
CPA must comply with the requirem ent to 
maintain integrity and objectivity as defined 
in  R u le  102  o f  th e  A IC P A  C o d e o f
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Professional Conduct. Before accepting the 
appointm ent, the CPA determ ines whether 
any conflict o f interest exists and deals with 
any perceptions o f such con flict that may 
exist. N onau thoritative guidance on this 
issue is provided in C on su ltin g  Services 
Special R eport 93-2, Conflicts o f  Interest in 
L itigation  Services Engagem ents (New York: 
AICPA, 1993).
It is harder to be a court-appointed expert 
than an expert for one party in the dispute. 
Being required to make binding judgm ents 
may heighten anxiety. However, the stress of 
m aking jud gm ents should decrease as the 
expert gains experience. To gain confidence 
and  th e reb y  d e c re a se  an x ie ty , th e CPA 
should consider volunteering in less adversar­
ial situations that require making judgments. 
In ad d ition , courses and pu blications on 
negotiation, mediation, and arbitration can 
be helpful.
▲ Lack of in-depth analysis. Often one side is sus­
picious about certain financial aspects o f the 
case and wants an in-depth analysis to be per­
formed. For example, in a divorce case, one 
party may push for a major effort to find hid­
den assets or unrecorded revenues and over­
stated expenses. The concerned party may not 
be confident that a court-appointed expert will 
share the concern and conduct as thorough 
an analysis as a separately selected expert. 
Such concerns can be avoided through plan­
n in g  m eetin gs, giving fee  estim ates, and 
obtaining the parties’ or the cou rt’s agree­
ment about the scope of the appointment.
▲ Attorney loss of control. As advocates for their 
clients, lawyers on both sides would naturally 
want to gain and maintain control and advan­
tage. Jo in t  or court-appointed experts can 
reduce the attempts to m anage their work 
process by showing the lawyers that they are 
well organized, impartial, and in control by 
m anaging the engagem ent effectively and 
observing the ground rules established for 
com m u nication . W ritten  corresp on d en ce 
should be copied to all parties, especially if 
originated by the expert.
▲ Judges' preference for the adversarial system. Some 
judges prefer the adversarial system because it 
places responsibility for presentation o f evi­
dence on the parties and their lawyers and 
rests the ultimate decision with the fact finder. 
However, overloaded court dockets and high 
litigation costs are forcing  som e litigants, 
attorneys, and judges to seek other solutions
Ten Engagement Letter Tips
for the Court-Appointed Expert
1. Reference the case number, the date of the court order, and the exact language in the order that describes 
the tasks to be performed by the expert.
2. Define the as-of date for an opinion of value or damages that is requested.
3. Include an initial checklist of documents needed and name the parties responsible for providing these docu­
ments. Also, suggest a time line indicating when the initial tasks will be completed by the experts and by par­
ties given assignments. If the parties are unwilling to provide information, inform the attorneys that the issue 
may go before the court.
4. Make clear that information needs and a deliverables time line can change based on evolving circumstances.
5. Set the ground rules for communicating with the parties and their lawyers.
6. Put the parties on notice that the expert has the right to resign the appointment if one or both parties are still 
unwilling to provide information, or the parties are not being truthful in the information they are providing 
in writing or orally.
7. If the expert is selected by the parties without a court order, include indemnification provisions.
8. Describe the form of the final report (for example, written, oral, or both).
9. Define who will pay, the hourly fee rates or a fee range, and the expected billing methods (for example, 
retainers, progress billings, balance due when the final report is issued).
10. Consider a follow-up engagement letter and seek court approval should the scope of work change signifi­
cantly during the course of the engagement.
to traditional litigation methods. Competent 
performance by neutral experts who assist in 
the adversarial system will favorably influence 
th e p e rce p tio n  ju d g e s  and  lawyers have 
regarding court-appointed experts.
▲ Fee collection problems. A neutral expert is 
often appointed in cases that are small and in 
w hich th e p arties have lim ited  fin a n cia l 
resources. In these instances, the scope of the 
work is often vaguely defined, and the expec­
tations o f  the parties and their lawyers are 
high. To avoid problems in collecting fees, 
the jo in t or court-appointed expert clarifies 
fee arrangements at the outset, not the end 
o f the engagement. Furthermore, the expert 
should try to obtain a retainer and bill the 
parties as the work progresses.
T h e  use o f  jo i n t  or co u rt-a p p o in te d  
experts may increase as litigants and courts 
com e to recognize the benefits and accept 
the disadvantages. Being a court-appointed 
expert in a specific case may prove inappro­
priate if  the CPA’s qualifications, training, 
ex p erien ce , and skills do n ot fit the case 
requirements. However, in the right circum­
stances, the neutral expert’s role can provide 
the CPA with a gratifying experience by play­
ing an integral part in resolving a dispute in 
an efficient and cost-effective manner. CE
Note: Future issues o f CPA  E xpert will address various aspects 
o f alternative dispute resolution and the CPA’s role in providing 
related services.
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VALUING INTANGIBLE 
ASSETS
What CPAs Need to Know
Robert F. Reilly, CPA, ASA, CFA
Accountants who specialize in either valua­
tio n  serv ices  o r l i t ig a t io n  serv ices  will 
inevitably be called upon to perform  a valu­
a tion  or rem ain ing-u sefu l-life analysis o f  
intangible assets. Intangible assets are often 
separately appraised for purposes o f  trans­
a ctio n  p ricin g  and stru ctu rin g , taxatio n  
planning and com pliance, financing securi­
tization and collateralization, m anagem ent 
inform ation and planning, bankruptcy and 
reorganization analysis, and litigation sup­
port and dispute resolution.
REASONS TO APPRAISE INTANGIBLE ASSETS
Numerous situations require a com prehen­
sive analysis and rigorous valuation o f  an 
intangible asset. These situations include:
▲ Transaction-related appraisals. In ta n g ib le  
asset analysts are often called upon to nego­
tiate, structure, or assess the reasonableness 
o f  the transaction price or the transaction 
terms o f either the sale or the licensing of 
com m ercial intangible assets.
▲ Tax-related appraisals. Intangible assets are 
often appraised for various Federal incom e, 
gift, and estate tax purposes. The different 
pu rposes in clu d e in terco m p an y  tran sfer 
p ricin g , a b an d o n m en t fosses, ch a rita b le  
contributions, establishing the cost basis for
Intangible Assets and Intellectual Properties
There is a specialized classification of intangible assets called intellectual properties. Intellectual properties mani­
fest all of the legal existence and economic value attributes of other intangible assets. However, because of their 
special status, intellectual properties enjoy special legal recognition and protection. Unlike other intangible assets 
that may be created in the normal course of business operations, intellectual properties are created by human 
intellectual or inspirational activity. Such activity, although no, always planned, is specific and conscious, and 
such creativity can be attributed to the activity of specific individuals. Because of this unique creation process, 
intellectual properties are generally registered under, and protected by, specific Federal and state statutes.
Like other intangible assets, intellectual properties are generally grouped into categories according to similari­
ties in nature, features, methods of creation, and legal protection. Similar valuation methods and economic 
analysis approaches would apply to the intellectual properties in each category. Two common categories are 
creative (e.g., copyrights) and innovative (e.g., patents).
am ortization  d ed u ctions, d eterm in in g  
insolvency in forgiveness o f indebtedness 
cases, and stripping intangibles out o f 
closely held businesses for various trans­
fers o f wealth between generations.
▲ Financing-related appraisals. C om m ercial 
le n d in g  in s titu tio n s  o fte n  co n s id e r  th e  
value o f  co m m ercia l in tan g ib le  assets in 
either cash flow-based or asset-based lend­
ing decisions. W hen a com m ercial intangi­
ble asset serves as the collateral for a busi­
ness lo a n , an in d e p e n d e n t ap p ra isa l is 
required.
▲ Management information appraisals. Estimating 
the value o f intangible assets is necessary in 
many instances o f business form ation and 
d issolution . It is necessary in identify ing 
potential sales o f  intangible assets, and in 
con d u ctin g  sale, leaseback, and licensing 
transactions. Estimating the value o f intan­
gible assets in the overall value o f a closely 
h e ld  b u sin ess is im p o rta n t fo r  buy—sell 
a g re e m e n ts  an d  th e  tr a n s fe r  o f  w ealth  
betw een  g en era tio n s , am on g  o th e r  p u r­
poses.
▲ Bankruptcy and reorganization  appraisals .
A p p raisals are n ee d ed  w hen in ta n g ib le  
assets are the co lla tera l fo r the d e b to r ’s 
secu red  d eb t. A pp raisals are n ee d ed  to 
identify opportunities for cash generation 
(for exam ple, license) or spin-off for the 
debtor-in-possession. The value o f the com ­
pany’s established  in tan g ib le  assets is an 
im p ortan t co n sid eratio n  in assessing the 
debtor’s proposed plan o f reorganization.
▲ Litigation support appraisals. Intangible assets 
are o ften  appraised  fo r use in trial testi­
mony. Appraisals o f  intangible assets may 
be needed for such litigation-related situa­
tions as breach  o f contract, infringem ent, 
damages, ad valorem property tax appeals, 
len d er liability, b reach  o f  fiduciary duty, 
fraud, m isappropriation or mism anagem ent 
o f business assets, and condem nation and 
em inent domain.
For some o f the above reasons, intangi­
ble assets may be valued collectively— that 
is, as a collection o f “intangible value in the 
nature o f goodwill.” For these appraisal rea­
sons, separate id entification  o f individual 
intangible assets is unnecessary. For exam ­
ple, if  the purpose o f the valuation o f intan­
g ib le  assets is to a cco u n t fo r  a bu siness 
acquisition as a purchase under Accounting 
Principles Board (APB) O pinions Nos. 16
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and 17, all intangible value in excess o f the 
acquired tangible assets may be accounted 
for collectively as unidentifiable goodwill. 
H ow ever, fo r m ost o f  th e reason s listed  
a b o v e , p a r t ic u la r ly  li t ig a t io n  su p p o rt 
appraisals, intangible assets must be valued 
separately: Each in tangib le asset m ust be 
identified and appraised.
DEFINITION OF INTANGIBLE ASSETS
All assets can be grouped into one o f four 
categories:
1. R eal estate (land  and ap p u rten an ces 
thereto)
2. Intangible real property (fractional owner­
sh ip  in te re s ts  in re a l e s ta te , in c lu d in g  
leases, easem en ts, a ir righ ts, su bsu rface 
rights)
3. T an g ib le  p er so n a l property  ( ta n g ib le  
assets  n o t p e rm a n e n tly  a ffix e d  to  re a l 
estate, such as m achinery and equipm ent, 
trucks and autom obiles)
4. Intangible personal property (This cate­
gory comprises what is com m only thought 
o f as intangible assets.)
Intangible assets are nonphysical items of 
property and are usually defined as patents, 
copyrights, secret processes and form ulas, 
goodwill, tradem arks, brand  nam es, fran ­
chises, and other like property. The defini­
tion o f intangible assets presented here is 
prin cip ally  a legal d efin itio n  th at would 
apply in most situations requiring litigation 
support, such as contract disputes, infringe­
m ents, dam ages cases, and p rop erty  tax 
cases. (APB O pinion No. 16 provides a defi­
n itio n  fo r  a cco u n tin g  pu rp oses and  the 
In te rn a l R evenue C ode sectio n  197 p ro ­
vides a definition for tax purposes.)
IDENTIFYING INTANGIBLE ASSETS
Intangible assets have legal substance and a 
specific bu ndle o f  legal rights associated  
with them. The appraiser must understand 
what gives rise to the legal existence and, 
possibly, value o f an intangible asset. For an 
in tangib le asset to exist from  a legal and 
econom ic perspective, it must possess cer­
ta in  a ttr ib u te s . Som e o f  th ese  re q u isite  
attributes include the following:
▲ It must be subject to specific identifi­
cation and recognizable description.
▲ It must be subject to legal protection.
▲ It must be subject to the right o f pri­
vate ownership, and this private ownership
must be legally transferable.
  There must be some tangible evidence 
or m an ifesta tio n  o f  the ex is te n ce  o f  the 
intangible asset (e.g., a contract or a license 
or a registration d ocu m ent).
▲ It m ust have b ee n  crea te d  or have 
com e into existence at an identifiable time 
or as the result o f an identifiable event.
▲ It must be subject to being destroyed 
or to a term ination of existence at an identi­
fiable time or as the result o f an identifiable 
event.
In other words, there must be a specific 
bundle o f legal rights (and oth er natural 
properties) associated with the existence o f 
any in ta n g ib le  asset. In  ad d itio n , o th e r  
attributes may be required if  an individual 
asset is to have legal ex isten ce , but such 
a ttribu tes are sp ecific to fed eral or state 
statutory authority or jud icial precedent.
For an intangible asset to have a quantifi­
able value from an econom ic perspective, it 
must possess certain  additional attributes. 
Som e o f the additional attributes include 
the following:
▲ It m ust g en era te  som e m easu rab le 
am ount o f econom ic ben efit to its owner. 
This econom ic benefit could be in the form 
o f an incom e increm ent or o f  a cost decre­
m ent and may be m easured in any o f  sev­
eral ways, including net incom e, net operat­
ing incom e, or net cash flow.
▲ It m ust en h an ce  the value o f  o th er 
assets with which it is associated. The other 
assets may include tangible personal prop­
erty and tangible real estate.
O th er attributes may be required  if  an 
a sse t is to  have e c o n o m ic  e x is te n c e , 
depending on the type o f asset.
T h ere  may be a substantial d istinction  
between the legal existence o f an intangible 
asset and its econom ic value. For example, 
a newly re g is te red  p a te n t th a t is legally  
b in d in g  and e n fo rce a b le  may u pon c re ­
a tio n  be im m ed ia te ly  and  p e rm a n en tly  
locked in the corporate vault. I f  the patent 
is never used in the production of, or in the 
protection of, incom e, then it has no eco­
nom ic value— even though it has legal exis­
tence.
Econom ic phenom ena that do not m eet 
the specific tests d escribed  above do not 
qu alify  as id e n tifia b le  in ta n g ib le  assets. 
Som e econom ic phenom ena are descriptive 
in n atu re. They d escribe con d ition s that
• • • • • • • • •
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contribu te to the existence o f— and value 
o f— identified  intangible assets. But these 
p h en om en a do n ot possess the elem ents 
required to distinguish them  as intangible 
assets. D escriptive eco n om ic p h en om en a 
that do not qualify as identifiable intangible 
assets may include m arket share, high prof­
itability, lack o f regulation (or a regulated 
environm ent), m onopoly position, or mar­
ket p oten tial. However, these descriptive 
conditions may indicate that the intangible 
assets do have substantial econom ic value.
TYPES OF INTANGIBLE ASSETS
Generally, intangible assets can be grouped 
into several distinct categories. This catego­
rization o f intangible assets is used for the 
purposes o f general asset identification and 
classification. Intangible assets in each cate­
gory are gen erally  sim ilar in natu re and 
function. In addition, intangible assets are 
grouped in the same category when similar 
valuation methods apply to the assets. The 
following are com m on categories o f intangi­
ble assets:
▲ Technology-related (e.g., engineering
• • • • • • • • • • • • • • • • •
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THE RELATIONSHIP 
BETWEEN THE 
EARNINGS YIELD AND 
THE CASH FLOW YIELD
Insights into Determining an Appropriate Yield 
Differential
Joseph A. Agioto, CPA, ASA, CBA,
and Thomas L. Johnston, CFA
O ne o f the methods most often used in valu­
ing a company is the capitalization o f bene­
fits method. With this method, valuers select 
an appropriate benefits stream— earnings or 
cash flow— to be capitalized or discounted. 
The capitalization or discount rate is often 
determined with some form of the build-up 
method, frequently based on data from pub­
lic companies. Valuers who use such data to 
derive a discount or capitalization rate nor­
mally think of it as a cash flow discount rate. 
H owever, since valuers are usually m ore
drawings)
▲ Customer-related (e.g., custom er lists)
▲ Contract-related (e.g., favorable sup­
plier contracts)
▲ D ata p ro cessin g -re la te d  (e .g . co m ­
puter software)
▲ Human capital-related (e.g., a trained 
and assembled workforce)
▲ M arketing-related  (e .g ., tradem arks 
and trade names)
▲ Location-related (e.g., leasehold inter­
ests)
▲ Goodwill-related (e.g., going concern 
value)
T h e  d isc ip lin e  o f  v a lu in g  in ta n g ib le  
assets involves understanding the definition 
and categories o f intangible assets, the rea­
sons for valuing them , and the elem en ts 
needed to identify their legal and econom ic 
existence, am ong other issues. CE
Note: Subsequent issues o f CPA E x p e rt will discuss other 
topics related to valuing intangible assets. The topics include 
the concepts o f highest and best use and legal rights subject to 
appraisal, the theoretical concepts and practical applications 
o f the three basic approaches to analyzing and appraising  
intangible assets, an d  the importance o f  estim ating their 
remaining useful life.
• • • • • • • • • • • • • • • • •
com fortable using earnings as the 
basis for the capitalization rate, they 
need  to be particularly carefu l to 
make appropriate adjustments when 
using cash flow to d eterm in e the 
capitalization rate.
The capitalization rate for earn­
ings should be d ifferent from  the 
capitalization rate for cash flow if 
the earnings benefits stream is dif­
feren t from  the cash flow benefits stream. 
M ost CPAs u nderstand  how earn ings are 
derived. Cash flow (sometimes called net cash 
flow ), as discussed in this article, is derived as 
follows:
Net earnings 
± Noncash charges 
+ Increase in working capital
-  Debt repayment
-  Capital expenditures 
+ Additional borrowing
= Net cash flow
The difference between earnings and net 
cash flow can be substantial in a growing com­
pany, but near zero in a company that is not 
growing. According to the extent that com ­
pany growth reduces net cash flow relative to
6
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earnings, the valuer needs to adjust the net 
cash flow rate to arrive at an earnings rate.
The adjustment to the rate o f return on 
cash flow that is m ost frequ ently  cited  by 
b u sin ess v a lu a tio n  re fe r e n c e  so u rces  is 
between 3 percent and 6 percent lower than 
the rate o f return for earnings. Thus, when 
using the build-up method to determine the 
rate o f return on cash flow, the valuer needs 
to add between 3 percent and 6 percent to 
arrive at a rate o f return on earnings. The 
adjustment is usually necessary because cur­
ren t earnings are being reinvested in the 
company to fund growth.
A lthou gh  this ad ju stm en t is cited  fre ­
quently, its magnitude is questionable. We 
conducted  an em pirical research study to 
test the reliability o f the 3-percent-to-6-per- 
cent rule o f thumb. Although the results o f 
our study may provide general guidance, 
the valuer needs to be cau tious in using 
them  and to evaluate specific company fac­
tors. In addition, the valuer should rem em ­
ber that the projected growth rates o f  com ­
panies differ, as do their needs for working 
capital and capital expenditures.
W e analyzed historical returns on cash 
flow and earnings o f publicly traded compa­
nies in various industries in 1993 and 1994. 
Based on this research, we reached several 
conclusions regarding appropriate rates o f 
return and the differential in earnings yield 
and cash-flow yield.
DETERMINATION OF THE RELEVANT BENEFITS 
STREAM
T h e  fu tu re  b e n e fits  stream  u sed  in  the 
Incom e A pproach to value may be in the 
form  o f future net cash flow, earnings, or 
other measures (for example, dividends or 
gross cash flow). The determ ination o f the 
appropriate benefits stream depends on sev­
eral factors, including the availability o f  his­
torical or pro jected  financial inform ation 
and the purpose o f the appraisal. This arti­
cle discusses the determ ination o f an appro­
priate yield differential, based on a benefits 
stream o f either net cash flow or earnings, 
for valuing a business. In general, net cash 
flow  will be less th a n  e a rn in g s . T h is  is 
because additional working capital and debt 
will be req u ired  to exp and  the business, 
and  ca p ita l e x p e n d itu re s  will g en era lly  
exceed  d ep reciation  and am ortization  in 
the long run.
RELATING INCOME STREAMS TO DISCOUNT 
RATES
Whatever benefits stream the valuer uses, the 
discount rate or capitalization rate must be 
appropriate for that benefits stream. Since 
projected earnings are generally higher than 
projected cash flow in a growing company, it 
is reasonable to assume that the discount 
rate applied to earnings must be higher than 
the discount rate on cash flows.
Cash flow benefits streams are used more 
often than earnings streams in valuations o f 
closely held businesses because o f the avail­
ability o f data and the ease o f explaining the 
concept in certain forums. However, in cases 
in which valuers use a discounted earnings 
stream or capitalized net earnings, they must 
develop earnings discount rates.
T h e earnings yield o f a com pany is the 
earnings (net incom e after tax) for a period 
divided by the average m arket value o f the 
shareholder’s equity during that period. The 
measure o f a company’s cash flow1 during a 
particular period can be m ore difficult to 
ascertain  from  publicly available financial 
data. We have assumed the company’s divi­
dend yield to be the measure o f cash flow. By 
definition, cash not retained or reinvested in 
the business (for example, dividends) is net 
cash flow available to the shareholders. We 
used the dividends declared rather than divi­
dends actually paid out or accrued to avoid 
skewing results because companies have dif­
ferent dividend payment policies.
•  • • • • • • • •
In  cases in which 
valuers use a 
discounted 
earnings stream or 
capitalized net 
earnings, they must 
develop earnings 
discount rates.
RESEARCH METHODOLOGY
For this study, we calculated  the earnings 
capitalization rate as the earnings yield. For 
pu blicly  traded  com p anies, the earn in gs 
yield is the inverse o f the company’s price-to- 
earnings (P/E) ratio. T h e com panies ana­
lyzed in this study were selected from  the 
O neSource database o f publicly traded com­
panies. O n eSo u rce  com piles in form ation  
abou t com p anies listed on the New York 
S to c k  E x c h a n g e , th e  A m e ric a n  S to c k  
E x c h a n g e , th e  N a tio n a l A sso c ia tio n  o f  
Secu rities D ealers A utom ated Q uotations 
Stock Market, and the over-the-counter mar­
ket. The database calculates the P/E ratio, 
including extraordinary items and discontin-
1 Although we have equated dividend yield in a publicly traded com pany with  
net cash flow  in a private ly  held company, it would be inappropriate to equate  
dividends paid by a private ly  held com pany with net cash flows in a publicly 
traded company.
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ued operations, for the last twelve months.
T o  c a lc u la te  th e  d iv id en d  y ie ld , 
O neSource divides the annual dividend by 
the latest stock price. The latest stock prices 
we used were as o f Decem ber 31, 1993, and 
1994. O f p articu lar note is that, in many 
companies, especially small start-up compa­
nies, the dividend yield is zero because these 
companies do not pay dividends, but choose 
to reinvest earnings in the business. In these 
instances, the dividend yield was zero.
COMPANIES IN THE STUDY
In both years, approximately 6,600 com pa­
n ie s  w ere in  th e  O n e S o u r c e  d a ta b a se . 
Excluded from  the study because o f indus­
try peculiarity were com panies in banking, 
finance, insurance, real estate, and defense, 
as well as foreign com panies and companies 
reporting their financial results in cu rren­
cies other than U.S. dollars. Since the pri­
mary purpose o f the study was to com pare 
earn in gs yield with dividend (cash flow) 
yield, any negative earn ings would m ake 
th ese ratios m eanin gless. T h e re fo re , we 
elim inated  com panies with negative earn ­
ings and com panies that did not have a pos­
itive Return on Equity (RO E) and Earnings 
B efore In terest and Taxes (E B IT ) for the 
last twelve m on th s or a positive average 
RO E for the past five years. After these elim­
inations, approxim ately  2 ,100  com p anies 
rem ained in each year.
METHOD OF ANALYSIS
In assessing the relationship o f the earnings 
yield to the dividend yield, we considered 
the following factors:
▲ Company size. For each year analyzed, we 
ran k ed  the co m p an ies a cco rd in g  to the 
am ount o f market capitalization and placed 
them into deciles o f approximately 200 com­
panies each. We then calcu lated  a range, 
m ean, and m edian for earnings yield, divi­
dend yield, and the differential o f the earn­
ings and dividend yield, as well as the histori­
cal growth rate by m ark et cap ita liza tio n  
decile for each year. Using regression analy­
sis, we also  co m p a re d  th e  re la t io n s h ip  
betw een the size o f  the com pany and the 
earnings-dividend yield differential.
▲ Historical growth rate. W e d eterm in ed  a 
mean and a median rate o f average sales in 
the previous five years for each market capi­
talization decile and for each industry. In
addition, we compared the historical growth 
rate with the earnings-dividend yield differ­
ential for both 1993 and 1994.
▲ Industry group. T o assess whether the earn­
in g s-d iv id en d  y ield  re la t io n s h ip  d iffers  
am ong industries, we determ ined a m ean 
and m edian earnings yield, dividend yield, 
and historical growth rate for each o f the 46 
industry groups included in the analysis.
▲ Leverage. The companies were ranked in 
descending order o f leverage ratios. We were 
then able to calculate a median differential 
in earnings and dividend yield by leverage 
ratio decile for each year. Using regression 
analysis, we plotted the relationship between 
the leverage ratio and the earnings-dividend 
yield differential.
RELATIONSHIP OF EARNINGS YIELD TO 
DIVIDEND YIELD
Overall, our analysis supports the consensus 
that the yield on cash flow is generally 3 per­
ce n t to 6 p e rce n t lower than  the rate o f 
return on earnings. The median difference 
between the dividend yield and the earnings 
yield for the 1993 com panies was 4.82 per­
cent. In 1994, it was 5.76 percent. The find­
ings also reveal several other interesting rela­
tionships that business valuers need to con­
sider befo re  adjusting a cash flow rate o f 
return to an earnings rate o f return.
IMPACT OF COMPANY SIZE
The most interesting and im portant finding 
o f our analysis is the relationship between 
the earnings yield-dividend yield differen­
tial and the size (m arket capitalization) o f 
the company. In general, larger com panies 
had a lower earnings yield (higher price-to- 
earnings ratio) and a higher dividend yield. 
In  o th er words, larger com panies earned  
less as a percentage o f their m arket value 
and paid out m ore dividends to their share­
holders. As a result, the earnings yield-divi­
d end  yield  d iffe re n tia l was s ig n ifican tly  
smaller for the largest companies.
In 1993, the decile with the largest com ­
panies (m arket capitalization m ore than $3 
b illion) had a m edian differential o f  2.60 
p ercen t while the decile with the smallest 
com panies (m arket capitalization less than 
$19 m illion) had a m edian differential o f  
7 .32 p ercen t. In  1994, the largest-com pa­
nies d ec ile  (m ark e t cap ita liz a tio n  m ore 
than $3.1 billion) had a median differential
8
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o f 3.25 p ercen t while the sm allest-com pa­
nies decile (m arket capitalization less than 
$19 m illion) had a m edian differential o f 
7.9 percent.
We plotted the relationship between the 
earnings y ield-dividend yield d ifferential 
and the logarithm o f the market capitaliza­
tion median o f each decile. The relationship 
between the variables appears very positive. 
T o  determ ine the relationship between the 
differential in earnings yield and dividend 
yield and the logarithm  o f the com pany’s 
m a rk e t c a p ita liz a tio n , we p e r fo rm e d  a 
regression analysis, which indicated an R2 o f 
0.95.
The relationship o f the yield differential 
to company size is im portant to business val­
u ers b ecau se  m ost co m p an ies  th a t they 
value are closely held businesses similar to 
the com panies in the two deciles with the 
sm allest com p anies. T h ese  are the ten th  
decile, which includes com panies with mar­
ket capitalizations o f approximately $19 mil­
lion  or less, and the n in th  d ecile , w hich 
includes com panies with m arket capitaliza­
tions o f between approximately $20 million 
and $40 million. The median average o f the 
yield d ifferen tia l was 6 .6  p ercen t for the 
ninth decile and 7.61 percent for the tenth 
decile.
W hen focused on these two deciles only, 
the results o f our analysis indicate that it may 
be appropriate to adjust the cash flow proxy 
rate by 7 percent or higher if the company is 
small or is in an industry in which significant 
reinvestm ent is required  to support rapid 
growth o f the business.
DIFFERENCES BETWEEN INDUSTRIES
We analyzed the data according to each o f 
the forty-six prim ary industry  groups to 
determ ine the effect o f industry on the rela­
tionship between the earnings yield and div­
idend yield. As we expected, since the size o f 
the company correlates highly with the earn­
ings-dividend yield d ifferential, industries 
with la rg e r  m ark et ca p ita liz a tio n s  have 
sm aller yield differentials. In general, the 
larger industries tend to be more mature in 
their product life cycle, so the lower yield 
d iffe re n tia l is ex p e cted . T h is is becau se 
m ore mature com panies typically have less 
growth and require less reinvestment (capi­
tal expenditures) and less o f an increase in 
working capital.
EFFECT OF RETURN ON EQUITY ON YIELD 
DIFFERENTIAL
We analyzed the data to determ ine whether 
there is a relationship between a company’s 
return on equity and the differential in its 
earnings yield and dividend yield. This analy­
sis did not consider industry groups or mar­
ket cap italization . In g en eral, com p anies 
with a higher ROE for a given period had a 
higher differential in earnings yield and divi­
dend yield. On a graph, we plotted the rela­
tionship between the median ROE and the 
differential between earnings yield and divi­
dend yield. The graph indicated that a small 
am ount o f  the yield d ifferential could be 
explained by historical ROE. T h e business 
valuer should  co n sid er this re la tio n sh ip  
when valuing closely held businesses.
EFFECT OF LEVERAGE ON YIELD
DIFFERENTIAL
O ur final analysis involved the relationship 
between the com panies’ leverage ratio and 
the earnings yield-dividend yield differen­
tial. A gain, we did n ot co n sid er industry 
groups or m arket capitalization since these 
variables were tested elsewhere in the study.
We sorted the companies in 1993 and 1994 
according to the ratio o f debt to market capi­
talization as o f December 31, 1993, and 1994. 
T h e first d ecile inclu d ed  com p anies with 
leverage exceeding 50 percent o f total capital. 
In general, we did not find a high correlation 
between leverage and yield differential.
The size o f the subject company and the 
nature o f the industry in which it operates 
affect the relationship between the earnings 
yield and the dividend yield o f  the co m ­
pany. In general, for businesses with market 
capitalization o f less than $40 m illion, the 
study indicates that an ad justm ent to the 
cash flow discount rate o f  greater than 6 
percent may be warranted. O f course, the 
business valuer needs to carefully analyze 
the nature o f  the company, the econom ic 
e n v iro n m e n t in  w hich  it o p e ra te s , and  
other factors that could affect the cu rrent 
and future relationship  between earnings 
and cash flow.
As with any study, the practitioner is cau­
tioned  against blindly applying our find ­
ings. T h e data provides some insight as to 
fa c to rs  in f lu e n c in g  th e  a d ju stm e n t b u t 
should  n ot be viewed as a su bstitu te fo r 
independent analysis. CE
• • • • • • • • •
The business 
valuer needs to 
carefully analyze 
the nature o f the 
company, its 
economic 
environment, and  
other factors that 
could affect the 
current and future  
relationship 
between earnings 
and cash flow.
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Z . Christopher M ercer is president of 
M ercer Capital, Memphis, Tennessee. SOME THOUGHTS 
REGARDING THE BUSINESS 
OF BUSINESS APPRAISAL
Z. Christopher Mercer, ASA, CFA
▲ There is no such thing as a simple valua­
tion.
▲ Business Rule No. 1: Prepare an engage­
m ent letter for client acceptance for every 
valuation assignment specifying what is being 
valued, the as-of date, the purpose o f the 
appraisal, and the fee arrangement.
▲ Business R ule No. 2: R eread Business 
Rule No. 1 until it is second nature.
Drawing by Victoria Roberts; ©  1 994  
The New Yorker Magazine, Inc.
This article is la rgely  adapted fro m  
th e  J u n e  1 9 8 8  issue o f Business  
V a lu a tio n  R e v ie w  ©  A m e ric a n  
Society of Appraisers.
▲ There is no such thing as “the value” o f 
anything. Valuation involves the concept o f 
range, as well as the concept o f reasonable­
ness. With experience, your concept o f rea­
sonable range will narrow.
▲ If  you start with reasonable facts and 
make reasonable assumptions or assertions 
along the way, chances are your conclusions 
will be perceived as reasonable.
▲ The public marketplace provides many 
ob jective m arkets as re fe ren ce  points for 
appraisals o f closely held companies. A well- 
crafted valuation conclusion will be reason­
able in relation to one, or preferably several, 
o f those markets.
▲ Summarize your valuation conclusions
for re lated  businesses over 
time. As your business grows, 
your in tern a l database will 
provide a guide fo r testing 
the reasonableness o f  many 
valuations.
▲ Do not play the “com ­
promise game” by preparing an opinion that 
is higher or lower than you can reasonably 
justify. Courts are selecting the m ore con­
vincing appraisal conclusion. The average of 
two unreasonable opinions will not necessar­
ily yield a reasonable result.
▲ W hen you draft any appraisal report, 
keep in mind that in a litigation situation, 
every word you write is subject to cross exam­
ination.
  Most trial attorneys do not stop cross 
exam ination soon enough. Take advantage 
o f this flaw by being well prepared and ready 
to establish and reestablish the overall rea­
sonableness o f  your con clu sion s at every 
opportunity.
▲ Never be intimidated by a cross-exam­
in ing attorney. M ost good attorneys craft 
their questions to require a yes or no answer 
th a t m ay seem  to d am ag e y ou r case . 
H ow ever, you always have th e  r ig h t to 
explain your answer. D on ’t be u ncom fort­
able with responding yes or no, but make 
your points with a clearly stated and reason­
able explanation.
▲ E m p lo y e e -sto ck  o w n ersh ip  p lan  
(ESO P  ) appraisals are far m ore com plex 
than many appraisers seem  to believe. Be 
sure you understand the complete situation, 
the entire transaction, and its im plications 
before issuing a valuation opinion.
▲ W hen dealing with controlling share­
holders who are selling to an ESOP, remem­
b e r  th e  d if fe r e n c e  b e tw ee n  a m in o rity  
appraisal and a control appraisal and know 
w hich one is approp riate fo r the circu m ­
stance.
▲ W hen valuing fin an cia l institutions, 
never confuse the bank with the bank hold­
ing company.
▲ Beware o f appraisers who boast o f how 
m any ta x -re la te d  ap p ra isa ls  th ey  have 
defended. T h e objective o f  a tax appraisal 
should be quiet acceptance by the Internal 
Revenue Service.
▲ R eread R evenue R uling 5 9 -6 0  from  
time to time. You may be surprised at what it 
says, CE
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TAX COURT REVIEWS NINE 
FACTORS FOR SELECTING 
MARKETABILITY DISCOUNTS
Benchmarks Established fo r  Discounts
James R. Hitchner, CPA, ASA
Valuers beware! The tax courts continue to 
emphasize the im portance o f detailed analy­
sis o f the closely held company being valued 
when using the many discount studies that 
practitioners often rely on to support their 
conclusions. In Bernard M andelbaum et al. v. 
Commissioner (1995 RIA TC Memo ¶ 95-255), 
filed Ju n e  12, 1995, the Court cites nine fac­
tors to be considered when selecting a dis­
count for lack o f marketability, one o f the 
most controversial areas in business valua­
tions. This valuation o f m inority blocks o f 
Big M, Inc., a closely held chain o f women’s 
apparel retail stores, was for gift tax pur­
poses.
Both parties stipulated to the value o f the 
shares on a minority freely traded basis and 
both sides also agreed that discounts for lack 
o f marketability were appropriate. The only 
rem aining issue was the am ount o f the dis­
counts.
After considering nine specific factors, the 
C ourt decided on a 30 p ercen t discount. 
B o th  th e taxpayer and th e IR S re ta in e d  
experts from  the valuation groups o f two 
in te r n a t io n a l a c c o u n tin g  firm s. B D O  
Seidman, testifying for the IRS, opined at a 
discount o f 30 percent. Price W aterhouse, 
testifying for the taxpayer, op ined  at dis­
counts o f 70 percent and 75 percent depend­
ing on the year o f the gifts.
The Court did agree with both sides that 
the d iscount studies they p resented  were 
im p o rta n t co n sid era tio n s. H ow ever, the 
Court was not persuaded by either expert’s 
analysis or conclusions, but instead d eter­
m ined  its own d isco u n t fo r  lack  o f  m ar­
ketability based on the nine specific factors it 
believed were relevant.
STUDIES FOR DISCOUNTS FOR LACK OF 
MARKETABILITY
Both  experts relied  upon three restricted  
stock studies published in the early to mid-
EXPERTOpinion
1970s. These studies com­
pared the price paid for 
stocks restricted from pub­
lic sale (usually  fo r  two 
years) with the price o f the 
same com panies’ publicly 
traded stocks. The average
discount in the three studies was between 30 
percent and 40 percent. Price W aterhouse 
analyzed four other restricted stock studies, 
w hich the C ou rt believed resulted  in dis­
counts o f  approxim ately 35 percent. Price 
W aterhouse also relied upon three studies 
that com pared stock prices o f initial public 
offerings (IPO s) with the prices o f closely 
held transactions within the same com pa­
nies. The Court found that these IPO studies 
resulted in average marketability discounts 
o f 45 percent.
PRIVATE v. PUBLIC SALES OF STOCK
T h e C ourt found that the studies used by 
Price W aterhouse were m ore encompassing 
than those used by BDO Seidman. The Price 
W aterhouse studies found that the average 
marketability discount for a public corpora­
tion ’s transfer o f  restricted stock is 35 per­
cent and the average discount for IPOs is 45 
percent. The Court established these figures 
as benchmarks o f the marketability discounts 
for the shares in dispute.
W ith these benchm arks established, the 
Court presented the following nine factors 
that should be considered in determ ining 
discounts for lack o f marketability:
1. F inancial statement analysis. T he Court 
emphasized the im portance o f a thorough 
analysis o f  the financial statem ents o f  the 
com pany: “A nonexclusive list o f relevant 
inquiries to make when analyzing financial 
statements includes the type o f opinion ren­
dered by the preparer; the soundness o f the 
com p any’s capitalization; the ratio o f  the 
company’s assets to liabilities; the company’s 
n et worth and future earn in g  power; the 
quality o f the company’s revenue and earn­
ings; and the company’s goodwill.”
The Court found that Big M had received 
unqualified audit opinions in the years in 
question and had strong capitalization; solid 
asset-to-liability ratios; and substantial net 
worth, revenue, and earnings. The company 
also had a strong cash position and a widely 
recognized name. The Court concluded that 
“these factors favor a below-average mar-
Jam es R. H itchner, CPA, ASA, is a 
Principal w ith  the Phillips H itchner 
Group, Inc., A tlanta, Georgia. He is 
a m e m b e r  o f  th e  A IC P A  MCS  
Business Valuations and Appraisals  
Subcommittee.
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ketability  d iscou nt for stock in B ig  M on 
each o f the six valuation dates.”
The valuer should be aware that, although 
these factors are im portant in a business val­
uation, and Big M appears to be a strong 
co m p an y , th ey  m ay have a lread y  b e e n  
addressed, in large part, in determining the 
minority marketable value.
2. C om pany’s Dividend, Policy. T h e C ourt 
believed that Big M ’s small dividends were 
not a reason for a higher marketability dis­
count, since the company had strong earn­
ings and sufficient cash. It also believed that 
the company might be attractive to investors 
m ore in terested  in growth than in com e. 
C onsequently, the C ourt concluded  “This 
factor favors a below-average marketability 
discount.”
Despite the Court’s conclusion, a low divi­
dend payout ratio usually supports higher
Court Case Will Be Discussed 
at 1995 National Business 
Valuation Conference
The tax case Bernard Mandelbaum et al. v. Commissioner will be 
among the cases discussed in an update of recent court cases at the 
1995 National Business Valuation Conference. The conference will 
be held on December 4 and 5, 1995 at the New Orleans Hilton 
Riverside. Other highlights of the conference include a "crossfire" 
discussion of the Excess of Earnings Method of Valuation and a pre­
sentation on recent evidence on discount rates, along with concur­
rent sessions on:
•  Valuation in the use of family partnership planning
•  Managing and growing your practice
•  Report writing: facts vs. sales
The recommended CPE credits are 16 hours. The level of knowledge 
required for this conference is intermediate to advanced. For more 
in fo rm a tio n , call the AICPA M eetings and Trave l Services 
Department at 2 0 1 -9 3 8 -3 2 3 2 .
future o f Big M looked bright on each o f 
th ese  d a te s .” T h e re fo re , th e C ou rt c o n ­
cluded that “This factor favors a below-aver­
age marketability discount.”
As with consideration o f the com pany’s 
dividend policy, the valuer should be aware 
th at th ese issues may have already b een  
addressed in determ ining the pre-discount 
value. Furtherm ore, a minority interest, even 
in a closely held company that is strong, is 
usually very hard to sell.
4. Company’s Management. A nother factor
d isco u n ts  fo r  lack  o f  
m arketability . Even if  
earnings and cash flow 
are  re ta in e d  r a th e r  
than  paid ou t as divi­
d en d s, u n c e rta in ty  is 
still associated with sell­
ing m inority shares o f 
stock in a closely held 
com pany. T h ere  is no 
re a l m a rk e t fo r  th e  
stock.
3. The N atu re o f  the 
Company, Its History, Its 
Position in the Industry, 
and Its Economic Outlook. 
T h e C ourt recognized 
that “Big M was not the 
leader in its industry. Its 
o p e ra tio n s , how ever, 
w ere d iv e rs ified  and  
very profitable as o f all 
six valuation dates. The
that caused the Court to favor a below-aver­
age m arketability discount in this instance 
was Big M ’s strong management team. It was 
proven, experienced, and well known in the 
industry and engaged in activities to benefit 
the company as a whole as opposed to partic­
ular stockholders.
Again, valuers should be aware that the 
b e n e fit o f  stron g  m an ag em en t would be 
reflected in the financial perform ance o f the 
company, which, in turn, would affect the 
m inority m arketable value. In addition, a 
strong and deep m anagem ent team would 
probably elim inate the need for a discount 
re lated  to a key person or weak m anage­
ment.
5. Amount o f  Control in Transferred Shares. 
T h e  C o u rt a p p ro p ria te ly  d is tin g u ish e d  
between minority value and control value: 
“Control reflects a sharehold er’s ability to 
direct a corporation through his or her dic­
tation of its policies, procedures, or opera­
tions. Control o f a closely held corporation 
represents an elem ent o f value that justifies a 
higher value for a controlling block o f stock. 
An investor will pay m ore for a block o f stock 
that represents control than for a block o f 
stock that is merely a minority interest in the 
company.
“None o f the blocks o f stock that are at 
issue herein represent control o f Big M. This 
factor favors an average m arketability dis­
count.”
The Court’s distinction between minority 
value and control value is appropriate and 
praiseworthy. In addition, many practitioners 
believe that discounts for lack o f marketabil­
ity should be higher when minority interests 
in a closely held company are being valued 
rather than controlling interests.
6. Restrictions on Transferability o f  Stock. 
T h e Court reviewed the terms for transfer­
ring or selling  shares in the sh areh old er 
a g ree m en ts . T h e  C ou rt ag reed  th a t the 
shareholder agreem ents were enforceable 
le g a l d o cu m e n ts , b u t d id  n o t c o n s id e r  
them  a m a jo r fa c to r  sin ce  th e re  was no 
pricing or valuation form ula. Although the 
agreem ents served the legitim ate business 
purpose o f  preserving fam ily ow nership, 
the restrictions were not severe enough to 
w arrant a large discount. Instead , “ [t]h is  
factor favors an above-average marketability 
discount.”
T h e  C ourt was n ot persuaded that the
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right o f first refusal contained in the share­
ho ld er agreem ents severely restricted  the 
m arketability  o f  the stock, w hich was the 
position  o f  P rice W aterhouse: “Ind eed , a 
right o f  first refusal w ithout a fixed price 
does not limit the buyers to whom a seller 
could sell his or her stock, or the price for 
that stock, but merely governs the order in 
which prospective buyers must stand in line 
to buy the stock.”
I disagree with this conclusion because the 
right o f first refusal acts as a veto o f a hypo­
thetical sale. Most investors would rather not 
have the com petition and, all other things 
being equal, would prefer to make an offer 
on a company without such veto provisions. 
D oes the co u rt’s con clu sion  imply that a 
buy-sell agreem ent with a formula or fixed 
p rice  would be given m ore w eight, even 
when the valuation is for gift tax purposes?
7. H o ld in g  P eriod  f o r  Stock. T h e  C o u rt 
stated: “The length o f time that an investor 
must hold his or her investment is a factor to 
consider in determining the worth o f a cor­
p o ra tio n ’s stock. An in tere st is less m ar­
ketable if  an investor must hold  it for an 
extended period o f time in order to reap a 
s u ff ic ie n t  p ro fit . M a rk e t risk  te n d s to 
in c re a s e  (an d  m a rk e ta b ility  ten d s to 
decrease) as the holding period gets longer.”
P rice  W aterh o u se  assum ed a h o ld in g  
period o f ten to twenty years, while BD O  
Seidman assumed a period of two years. The 
Court re jected  both assumptions and con ­
cluded that this factor was neutral.
In the valuation community, there is con­
siderable debate concerning the use o f esti­
mated holding periods for determ ining dis­
counts for lack o f marketability. T h e diffi­
culty is in estimating the holding period, as 
can be seen by the large difference between 
the two experts. Som e professionals argue 
that the only way for a minority stockholder 
to receive a return, absent any significant div­
idends, is to wait until the controlling share­
holders decide to sell the entire company. 
This is basically a gamble on if and when the 
com p any will sell. In the m ean tim e , the 
minority stockholder can do very little and 
runs the risk that the sale will never occur or 
will take place at an inopportune time.
8. Company’s Redemption Policy. In 1974, Big 
M redeem ed shares o f one o f the stockhold­
ers, who w anted to settle  a d ivorce. T h e  
Court believed that an investor would look
favorably upon this single redem ption and 
therefore, “This factor favors a below-average 
marketability discount.” This single transac­
tion— the redemption o f shares o f one stock­
holder twelve to sixteen years prior to the 
valuation dates— may give a hyp othetical 
investor little assurance. The Court’s conclu­
sion o f below-average m arketability would 
have stron g er support if  the transactions 
were m ore frequent. Furtherm ore, the val­
uers should also have considered w hether 
any stock  red em p tio n s w ere p lan n ed  by 
management.
9. Costs A ssociated  with M akin g  a  P ublic  
Offering. T h e C ourt opined that an above- 
average to average discount would be appro­
priate if the buyer bore the costs o f register­
ing the stock. The discount would be less if 
the buyer incurred lower costs, such as when 
“ he or she has the right to compel the cor­
p oration  to register (or otherw ise ‘piggy­
b ack ’) the unlisted  share at its ex p e n se .” 
Therefore, the Court concluded “This factor 
favors an above-average m arketability dis­
count.”
T h e  costs to re g is te r  stock  may be o f  
greater consideration in a situation involving 
control value. However, not all com panies 
are IPO candidates. Furtherm ore, a minority 
shareholder does not have the right to force 
the company to go public even if  it were a 
legitimate IPO candidate.
CONCLUSION
The Court deserves praise for its willingness 
to address this important issue, as well as the 
depth o f its analysis, even though some o f its 
conclusions are arguable. T h e conclusions 
reached in this case continue a clear trend in 
the Tax Courts concerning discounts. They 
no longer seem satisfied by a blind applica­
tion o f discount studies. They want a much 
m ore detailed comparison o f the particular 
ch a ra cte ristics  o f  the ow nership in tere st 
being valued with the characteristics o f the 
co m p a n ie s  th a t m ake up th e  s tu d ie s , 
whether individually or in the aggregate.
Valuers should keep in mind that, in this 
case, the Court spent little time comparing 
the specific characteristics o f companies that 
make up the discount studies, individually or 
collectively, with the characteristics o f Big M. 
This focus on the valuation subject has been 
emphasized in some prior Court cases and 
will probably continue.
• • • • • • • • •
In  the valuation 
community, there is 
considerable debate 
concerning the use 
of estimated 
holding periods for 
determining 
discounts for lack 
of marketability.
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VALUERS CAN DO MORE 
FOR CLIENTS THAN 
DETERMINE VALUE
Assisting Privately Held Clients to Maximize and  
Measure Shareholder Value
James R. Hitchner, CPA, ASA
and Mark L Zyla, CPA, CFA, ASA
W hen providing business valuation services, 
some CPAs may not think o f the valuation as a 
consulting service because it is being done pri­
marily to comply with requirements associated 
with tax, f in a n cia l re p o rtin g , E SO P s, or 
another regulated area. All valuations, how­
ever, involve some elem ent o f consulting, as 
well as provide opportunities to offer addi­
tional consu lting  services. T h e  clien t, for 
exam ple, may want assistance in decid ing 
whether to gift stock, sell the company, or 
form an ESOP. One service closely associated 
with business valuation that clearly calls for the 
sound advice and technical assistance o f the 
CPA consultant is helping to maximize and 
measure shareholder value.
Much has been written recently about assist­
ing publicly traded com panies (Coca-Cola, 
Georgia-Pacific, Sprint) to maximize and mea­
sure their shareholder value. The concepts 
applied in these companies are also applicable 
to closely held companies.
T h e service is described  by a variety o f  
terms including creating shareholder value, value 
opportunity analysis (VOA), and economic value 
added analysis (EVA). The idea behind these 
terms is that conventional accounting-based 
measures such as net profit, return on equity, 
and earnings per share may not tell the com­
p le te  story o f  co rp o ra te  p e rfo rm a n c e . 
Furthermore, there is not always a positive cor­
relation between profits, profit margins, and 
value creation. For example, some companies 
use excessive capital to generate strong profit 
margins, which can reduce shareholder value.
CPAs can assist their privately held clients to 
develop and measure value-added strategies 
that will create and maximize wealth. VOA can 
be used not only to measure a company’s over­
all business performance, but also to measure 
the true performance of divisions or business 
units o f a company and to assist in the capital
budgeting process by highlighting pro­
je c ts  or investm ents that in crease  
shareholder value.
HOW TO MAXIMIZE SHAREHOLDER 
VALUE
Four ways for a private company to 
increase shareholder value are:
1. Earn more profit without using more capital. 
Value is created or increased when a company 
implements efficiencies and reduces its operat­
ing costs without increasing its investment in 
new assets. For example, a company could add 
a second or third shift without a significant 
capital expenditure, as opposed to building 
another plant.
2. Use less capital. Many companies use this 
method to create value. For example, a com­
pany can create a production schedule that 
requires less inventory and lower costs associ­
ated with fixed assets and working capital.
3. Invest capital in higher return projects. A com­
pany can focus on business lines that generate 
the highest return after the total capital costs 
are deducted. For example, a company con­
templating an additional product line should 
compare its capital costs with its anticipated 
return on that capital when deciding whether 
to invest in the project.
4. Lower their cost o f  capital. A company can 
use an optimal capital structure that lowers the 
required return on capital. For many private 
companies, this means increasing the level of 
lower-cost debt in the capital structure.
HOW TO MEASURE SHAREHOLDER VALUE
Although maximizing shareholder value is a 
worthy goal in any company it is of little use if 
not measurable. Using some traditional valua­
tion tools, along with a simple calculation, the 
CPA consu ltant can m easure shareh old er 
value. Instead of stopping at the conventional 
accounting measures o f profit, the valuer can 
subtract one additional expense— the com ­
pany’s cost o f capital. I f  the return after the 
cost o f capital is subtracted is positive, the com­
pany is creating value for its shareholders. If 
the return is negative, the company is destroy­
ing value.
T h e difficulty in analyzing sharehold er 
value is that it requires a m easurem ent o f 
both a company’s true cost o f capital and its 
to ta l ca p ita l em p lo y ed . M ost m an ag ers  
understand the cost of debt capital, which is 
the in terest that they pay on borrow ings.
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However, a key factor is the measurement o f 
the cost o f equity capital em ployed in the 
company. For a public company, this cost can 
be measured with acceptable financial mod­
els and public information.
The cost of equity capital is more subjectively 
measured in a privately held company. However, 
public guideline companies and other market 
proxies can provide a reasonable estimate of a 
privately held company’s cost o f equity. (See 
“New Research to Estimate Cost of Capital,” CPA 
Expert, Premier Issue.)
A com pany’s total cost o f capital is then 
weighted with the com pany’s cost o f equity 
and cost of debt to derive a weighted average 
cost o f capital.
A second necessary m easurem ent is the 
am ount o f capital tied up in the company. 
This amount may be more than what appears 
on the balance sheet. For example, a company 
may benefit for years following expenditures 
for research and development and employee 
training, but accounting principles usually 
require these items to be expensed. Existing 
balance sheets and incom e statements may 
have to be adjusted to reflect these and other 
similar items to provide a strict measure o f 
total capital employed in a company.
O nce valuers determine the cost o f capital 
and the amount o f capital, they use a few sim­
ple steps to measure value creation. The easi­
est method is to deduct taxes from operating 
profits and then subtract the company’s cost 
o f capital (the product o f weighted average
cost o f  capital and the 
capital employed in the 
company). The remain­
d er is th e  am o u n t o f  
value that is being cre­
ated.
T h e  accom p an yin g  
table illustrates how con­
v en tio n al a cco u n tin g  
measures may distort the 
true operating  p erfor­
mance of a company. In 
this exam ple, we com ­
pare two h yp othetical 
com panies, Starval and
Dogval (see chart). When traditional account­
ing measures are used, both companies appear 
to be very profitable. However, when the cost of 
capital is analyzed, only Starval is creating value 
for its shareholders. Dogval is actually destroy­
ing value.
Net Operating Profit After 
Taxes (NOPAT) Less Cost of 
Capital Equals Value Added
Starval Dogval
Operating Profit 
Less Taxes 
NOPAT
Capital Base 
x Cost of Capital
Economic Value Created
$1 ,000,000
3 80,000
620,000
2,500 ,000
16%
400,000
$220,000
$1 ,000,000
380,000
620,000
5,000,000
16%
800,000
($ 18 0 ,00 0 )
WHAT'S THE OUTCOME?
T h e outcom e in this case is real cash flow, 
including returns on capital employed rather 
than profits only. The company must generate 
cash flow returns over and above the required 
return on capital to create additional share­
holder value. All other things being equal, pro­
jects, investments, or an entire company that 
generates a return less than the cost of capital 
decreases shareholder value even though it may 
appear to generate a reasonable profit margin. 
Earnings don’t always tell the whole story.
• • • • • • • • • • • • • • • • • • • • • • • • • • • • • • • • • • • • • • • • • • •
AVOIDING THE PITFALLS 
OF PRE-RETENTION 
INTERVIEWS
Everett P. Harry III, CPA
The CPA needs to be careful in pre-retention 
interviews to avoid receiving confidential infor­
mation from the prospective client. There are 
many good reasons for this. For example, the 
CPA may want to preserve the option of work­
ing for the opposing party since the CPA may 
not be selected or may not be inclined to accept 
the engagement. Knowledge o f confidential 
information would preclude working for the 
opponent. In CPA firms with several partners or
multiple offices, different members of 
the same firm may be approached by 
counsel for both sides of a case and sep­
arate conversations could ensue before 
the possible conflict is identified. In 
addition, some unscrupulous attorneys 
may deliberately “poison the well” by 
interviewing several CPAs and providing each 
with privileged information simply to preclude 
their retention by th e opposing party.
The CPA can also put an opposing attorney 
at risk by receiving confidential information. 
In  M etro T ra ffic  C ontrol v. Shadow  T ra ffic  
Network, the defendant’s counsel was dismissed 
from  the case because the accounting firm 
they engaged had been interviewed by the 
plaintiff s counsel.
Here are the facts of the case. The CPA was 
invited by plaintiff s counsel to interview for an
TIP
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E d ito r 's  n o te :  A more detailed dis­
cussion o f the issues o f conflicts of 
interest in litigation services engage­
m en ts  is p ro v id e d  in  C o n s u ltin g  
Services Special Report 9 3 -2 , Conflicts 
o f  In te r e s t  in  L it ig a tio n  S erv ices  
E n g a g e m e n ts  (N e w  Y o rk : A ICPA, 
1 9 9 3 ).
engagement to provide consulting services and 
be an expert witn ess in an unfair competition 
lawsuit. The CPA and firm colleagues met with 
the lawyers, who later selected a competitor. 
T h e CPA then talked with counsel for the 
defendant in the same case about serving as 
their advisor and expert witness. He told the 
defendant’s lawyers about meeting with plain­
tiff  s counsel, but was still designated as the 
expert witness. The plaintiff's lawyers objected 
strongly when they learned about the CPA’s 
retention by the defendant’s lawyers. The CPA 
resigned from the engagem ent without per­
forming any substantive work.
Nevertheless, p lain tiff's counsel pursued 
legal action to dismiss the defendant’s lawyers 
from the case, arguing that the CPA was pro­
vided with confidential and privileged infor­
mation he could communicate to the other 
side. The defendant’s lawyers responded that 
the plaintiff s counsel should have anticipated 
and understood that anything told to the CPA 
during the pre-retention interview could be 
disclosed through discovery. No, said plain­
tiff  s counsel, we didn’t hire the CPA, so he 
could not be deposed or cross-examined as 
our expert by defendant’s lawyers. A superior 
court agreed and dismissed the defendant’s 
law firm. The decision was upheld on appeal.
The Appeals Court accepted the declara­
tions o f plaintiff s counsel, which stated that 
confidential information (for example, case 
strategy and damages theories) was provided 
and the accounting firm was told that the infor­
mation was privileged. The court wrote that the
CPAs could neither consciously nor uncon­
sciously set aside what they had learned from 
plaintiff s lawyers in their subsequent discus­
sions with defendant’s counsel.
How can you minimize such exposure? Do 
your homework before an interview with a 
prospective client. Plan your responses to typi­
cal attorney questions and the extent to which 
you will discuss the case. When pre-retention 
discussions begin, use a phased approach to 
exchange information. At the outset, accept 
only en o u g h  in fo rm a tio n  to d e te rm in e  
whether the requested services fit your scope 
o f practice and to perform a conflict o f inter­
est check. Then progressively cover additional 
n o n co n fid en tia l in fo rm atio n  bu t only as 
needed to evaluate other jo b  acceptance crite­
ria. At each step, make clear to the attorney 
that you neither wish to hear or see anything 
he or she considers privileged nor will you 
view the conversations as confidential unless 
you are retained. You also should understand 
the requirements for complying with AICPA 
Professional Standards related to confidential­
ity o f client information as well as state accoun­
tancy laws and ethical standards issued by the 
state society.
As the CPA’s litigation services practice and 
reputation expand, the potential pitfalls associ­
ated with receiving confidential information 
deepen. On the other hand, the CPA can at 
least m anage and control the exposure by 
being aware of the problem, using appropriate 
caution, and planning how to respond when 
the possibility o f a conflict o f interest arises.
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